
Assigning the Costs and Benefits ofJoint-use Plant

gains arising from the presence of such efficiencies should in general flow to customers of
monopoly services rather than be used to reduce the effective cost of competitive services or
otherwise benefit the utilities' shareholders. As a matter of sound economic policy, such joint
use should be encouraged. However, at the same time, it is essential that regulators recognize
and address the economic risks that arise by such a policy if the joint use of common plant
permits the integrated fum to produce its comPetitive services at a cost that is below that
which would be incurred by any competitor who did not possess the ability to commingle the
production process with that for basic monopoly telephone services. The integrated firm
would almost always then be in a position to underprice any and all competitors and thereby
to prevent sustainable entry, thus preserving its monopoly status over the long run.

Moreover, to the extent that the overwhelming majority of the joindy-used plant and
operations was acquired oriliMlly to support regulated monopoly servicd under a regulatory
paradigm in which the actual investors were largely (if not entirely) insulated from most
normal business risks, it is entirely reasonable that any added value that the utility may be
able to derive from that capital hue and operations be uaed,. first, to offset any "losses" that
miaht otherwise arise due to the presence of a partially competitive market, and only then to
capture the gains for its own owners and investors.

In order to determine the proper (Le., fair and economically efficient) assignment of the
costs and benefits of joint-use plant to the monopoly and competitive service categories, it is
useful to consider two positions that seem inherent in many LECs' view of the world. First,
with respect to the emqence of competition, LECs seem to believe that any competitor that
enters and makes inroads into their traditional market(s) must render them whole for the
revenue (or "contribution") that is foregone as a result of shriDk:ina the LEC's share of the
market. 16 Second, LEes seem to believe that the benefits of jointly used plant - Le., p,lant
that supports the provision of both monopoly and competitive services - are available either
to support their own competitive initiatives or simply to iJicreaIe their profits oVerall. These
two positions - recovery of "competitive losses" and the right to flow the gains from joint
production to the LEC's own beDefit - would inappropriately validate the LECs' parochial
perspective on competition, aDd deny ratepayers the full societal benefits that could ensue "
from (1) allowing multiple providers to otter potentially competitive telecommunications
services, and (2) integratina resources to support multiple, diverse operations.

If an ecoaomy of scope exists as between a monopoly and a competitive service,
permitting the integrated firm to flow any of the benefits of joint production to the
competitive service will afford it an unfair advantage over any non-integrated competitor.
Consider the case of billing and collection services. The LEe typically sends out only a

16. For example, in the California PUCs IRD Proceediftl \1.87·11.Q33, IRD Pbue). Pacific Bell aIped that it
should" be entitled to recover "competitive losses" arising from [he opening up of the California intraLATA ton market
to competitive entry, a position that the Commission soundly rejected.
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single billing statement to its customers that covers both local and long distance services. By
including competitive (long distance or other) services on the same monopoly (local) services
bill, the integrated LEe avoids the costs of preparing and mailing a separate long distance bill
and of separately processing and accounting for payments thereof. In fact, the marginal cost
of including long distance services on the local services bill, which would be mailed out in
any event, is negligible. Except in rare cases, the long distance billing activity does not even
require an additional stamp, or an additional envelope, or additional collection processing
costs.17 Non-integrated long distance competitors might have to incur costs of between $1
and 52 per month per customer account to accomplish the same thing. 18

The theory here seems to be that since the local service bill will have to be prepared and
mailed in any event, the inclusion of long distance charges represents only the marginal cost
for the added data procasjDI and printiDa and, occasionally, for additional postaae. Of·
course, an equally compellina arpment could be advanced to support reversing this particular
"chicken and ea:" For most residential and for many business subscriber, local telephone
service is furnished on a flat rate basis, hence there is essentially 110 WlI'Iation in tM monthly
charge for basic local telepltone service from one month to the next. Some· types of billing
for local telephone service only (i.e., without any long distance charges) could thus be done
annually or quarterly (as it is in the UK), or otherwise be accomplished via some procedure
that did not involve the use of a monthly billing statement.19 Under this view, the cause of
the requirement to prepare and to mail a bill to each customer each month is the inclusion of
variable long distance charges, and it is these long distance services, and not the fixed-priced
local service, that should be responsible for the base level of billing costs.

Although the integrated telephone utility might prefer to "piuy-back" its long distance
bill on the local service bill (on the basis that the latter will be sent out in any event), its
refusal to make the same low-margiual-eost service available on an equivalent basis to its IXC
competitors means that competitors must incur a cost that the telephone company can, in

17. The benefits of such joint pIIIOYitioaiaa extend well beyond the ability to avoid die colli of a IeCOIId eavelope
and postaIe stamp. For example, ......, becIuIe die toll charpl ."... on the u the chirps for
the buic tocaI acfwlp IrIic:e, .............. likely to pay the chirps for alUicdy "noa-atiIity" bill.
Delinqueac:y or ..... OIl • COIIIpVda'I toU biD (i.e, one that simply includes toD ct.ps) Ire more likely thu on
a LEe bill whidt is "imprirded" with the imlp and history of a "publicudlity."

18. Some of 111I bilUDllIlCl colllctioa cosa may include hlrdwlre COllI (mainPWna. computII'iat system to
handle a comprebensive d....... of CU*lmer and pricing infonnation); softW.. cosa (dewlapiaa and maintaining
programs to retrieve and print informacioa); customer representative costs (respoacIilll to custmner queries and
complaints about charges);lepl and administrative costs (following up on delinquent bills); and postage and printing·
costs. .

19. For example, the customer could be provided with a booklet of 12 pre-printed coupoas, one for each month of
the year, along with pre-addressed reply envelopes. Each month, the customer would tear out one such coupon and
mail it with his or her check back to the telephone company in the provided. reply envelope.
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effect, avoid. But what if the local service bill is considered to be "piggy-backed" on the long
distance bill? Since any fum that is engaged in the (competitive) long distance business will
necessarily have to prepare and mail bills to its customers, it is reasonable to require the
competitive long distance service component of the integrated telephone company to similarly
pay for the costs of preparing and mailing its bills. However, since the bill will be prepared
anyway for long distance calling servi~ it is efficient for the integrated telephone company
to include, at little or no added cost, the billing for basic (monopoly) telephone service. The
differences between this case and the earlier approach are that (a) the integrated LEe's
competitive services are not benefitted from the joint billing activity in a manner that is not
available to other long distance competitors, and (b) the economic efficiencies arising from
the joint billing activity are not sacrificed, but are merely shifted from the competitive to the ­
monopoly service column.

AlterDatively, the intepated firm might (either by choice or by regulatory fiat) make the"
very SlIDe billing efficiencies available to any non-at1iliated 101ll distance service competitor
by offering to sell that competitor"its billing and collection services at a price that is no
greater than that which the non-affiliated competitor would incur on a stand-alone basis, and
to impute that same charge for billing and collection service into its own (competitive) long
distance and other services. Here, economic efficiency is still achieved (indeed.; enhanced,
because additional joint billing activities will now be supported), but unlike the first case there
is no specific requirement tbat the price charged or imputed for the- joint activity be set at the
stand-alone cost. InsteId, all that is required is that the same price be charged both to the
integrated fmn's own competitive business as is charged to non-affiliated competitors, and
thai all ofthe excess ofrewnws over costs be treated as "contribution" andflowed to the
monopoly sector.20

The principle of ensuriDg that the monopoly service category is adequately compensated
fQr uSe of common plant and other resources by competitive services pertains to all of the
integrated LEe's joint funotioas. There are, basically,. two alternative meIDI for assuring both
that potential economies of joint production are realized by the economy generally while at
the same time a.siUI'ilia thIt the flow of the joint benefits is directed in a manner that neither
produces an unfair competitive advantage for any participant or that creates a undeserved
windfall for the utility itself: "

20.. Yet another variation on dais apprwch wouJd be for the compedna loaI dislance provider, which perfonns its
own billing and collection opendions, to include the local telephone corrlJ*ly's basic monthly local service charge on
the competitor's long distlnce bill, and to cbarp the local telephone compuy a price for this billing and collection
service that is less than the stand-alone cost that the telephone company wouJd itself incur.
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Option 1.' Allow competitors comparable access to integrated resources.

Under this approach, the integrated LEe allows competitors to have access to its
integrated resources at the same prices, terms, and conditions as apply when these
resources are utilized by the LEC's own competitive services operations. The total
of the charges for these resources (those imputed as implicit costs to the LEe's
competitive operations and -those explicit charges paid for in cash by non-affiliated
competitors) should then be carried as monopoly services revenues and be used as an
offset against the amoUDt needed to recover foregone contribution. Under this
option, there is no specific level at which the "price" charged or imputed for access
to the joint resource is set, except that (a) it must be no greater than the stand-alone
cost that a competitor would incur without benefit of access to the joint production.
activity, and (b) that such prices be imputed as costs to the competitive sector and
such payments and imputatioDS be carried as monopoly services revenues to be
counted against the agaregate monopoly services revenue requirement.21

Option 2: Impute to the LEC's competitive operations the full (stand-alone) costs
associated with any use ofcommon resources and plant.

If the integrated LEC is not expressly required to offer, and does not offer, shared
access to its joint plant and other resources, the utility should be required to impute
to the competitive side of its business the full stand-alone costs associated with
replicating the service in question that is presently being offered on an integrated
basis - Le., the costs that the competitive division would incur·were it to replicate
the service and/or plant on a stand-alone basis.

More generally, the integrated local telephone utility should be required either to "sell" its
scope economies to competiDa service providers at a reasoaable cost and charge the same to .
its competitive services, or impute to its competitive services and transfer out of its monopoly
services the full stand-alone cost that the competitive segment or any other competitor would
be required to incur if the function were to be supported on a stand-alone buis.

21. Note that the lIdopdon of price ClIp f'II\IIadon may make a nullity of the impuIIIIion requinlment, It least in the
short run. Under priCt! capI, the fIct tbIIt ldcIitionaJ rev~nucs I in this case. thole imputed over to the monopoly
category ·from the provision of j ....... raaurces to competItive services. u well u thole collectlld in cub from the
provision of these SII1le resources to noa-aftlliImd competitonl are treated in the monopoly eatlIICJI'Y may not directly
offset the residual revenues to be ......... from other mOnof)Oly services. Presumably. before price cap regulation is
implemented, the relltionships amon, aU of these actual and impuled revenues and co.as can be identified and
captured by the price cap mechanism itself. .
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Compensating the monopoly operatioDs adequat,ty for the use of common plant aDd
other common resources by the competitive operations does Dot meaD that society should
forego the benefits of int....tion.

The fact that there is an effort associated with properly attributing the costs and benefits
of joint plant (or resources) does not mean that society need forego the benefits of integration;
in fact, to do so would result in an undesirable deadweight loss to the economy as a whole.22

Rather, assuming that there are efficiencies associated with maintaining and utilizing joint
plant, one need only address the question of how to allocate the benefits of these efficiencies,
rather than the threshold question of whether the efficiencies themselves should be realized or
foregone.

As a general principle, the assignment of benefits should follow the assignment of costs.
If the integrated LEe is to be~ whole through prices it is permitted to charge for services
placed in the monopoly adelory (including those "essential" access services that are furnished
on a monopoly basis to competitors) for all of the costs of its~ network. then all of the
benefits flowing from the joint use of that core network for monopoly and competitive
services should flow to the monopoly side of the integrated firm's business.

There are, however, certain instances where the identification of gains from integration
are more difficult to precisely measure. Consider the case of the deployment of advanced
infrastructure that may support both monopoly telephony services and competitive video
ventures. It is theoretically possible that if undertaken solely to support either the monopoly
operations or the competitive operations, certain network modemization programs, such as the
deployment of broadband facilities, could not be economically justified, but that if undertaken
for both the monopoly operations and the competitive operations, broadband construction
could be economically justified.23 Under this hypothetical scenario, neither the additional
monopoly revenues (and reduced expenses) nor the competittve revenues (and rec:tuced

22. In economic theory, a "d_dMiIbt lou" occurs when a resource is wuted; such u the DOIHIIe of available
clp8City in the public telephone IIItWOIk. DeldweiJht losses .... freqUllltly the result of"aI1ocIdve iDeflleiencies"
thai occur when the pricinl - illUbjected to IllificiaJ conn. or ocber cIiItodiaaI. .. is not permitted to
timctionu it sbouId iD aUoc lIOCiICy', NIOUI'Ca to their mOSt vaIuIble .... Etrective compedtton, 1Dl0lll other
things, shoulcl minimize such allocldve ineftlciencies. See. e.g., Samuelson, Paul A.. Ecorrorrdc.r, McGraw-Hill,
1976, at 518-'». .

23. This is pIObUly not the cue with fIIPICl to the various "broadband network" or "bdxnIIdon superhighway"
proposals bein,ldvanc«IlIlCI punued by die dominant LECs. Not only are the billioa1 of c:IoDm requiNd for such
network upgrade proanm not COIt-justiftecl for either the (monoj)Oly) telephoay-only or a (CCIdIpIdtive) video!
broildband-only scenarios, it is also not likely to survive an economic costlbeneflt test eVlIl if the new resources are
jointry used to support -both traditional telephone services as well as new video~ delivery and broadband
transport. See Selwyn, L. el ai, "Cable Television Competition in Canada," Boston, Mas.: Economics and
Technology, Inc., 1995, prepared for the Canldian Cable Television Association for submislion in Orde,. in Council
/994-/689, Public Nolice CRTC /994-130, filed January 16, 1995.
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expenses) that would result from the deployment of broadband - if examined in isolation ­
would justify the costs associated with such deployment. By contrast, under this illustrative
scenario, the combined cash flow analysis would justify the cost. If this were the case, it
would then be necessary to assign the joint costs to the respective operations.24 Regardless of
the method ofcost assignment, however, it is essential that the utility be able to demonstrate
that the expected incremental revenues (and other benefits, such as cost avoidance) that will
be assigned to the monopoly service category offset the cost that will be allOCated to the
monopoly telephony operations, thereby justifying participation in the investment.2'

Because so much of the LEes' asset base is comprised of common plant, there is no
simple physical analogue under which a definitive attribution of costs to the new broadband
and video services can be accomplished. Yet the larger the share of total plant that is
assiped to monopoly services, the more difficult it will be for any would-be competitor to
enter and to succeed in the marketplace. The approach that appears to be favored by the
LECs is that all joint-use, common plant be assigned to monopoly services, and that services
placed in the competitive category be required to carry only. those costs that are directly
attributable to competitive services, i.e., those that are "incremental" to the provision of basic
monopoly services and that would not be incUITed were the LEes' output limited to only
those monopoly services. Viewed on a static basis, the effect of such an assignment would be .
to confer all of the benefits attributable to integrated provision of the monopoly and
competitive services onto the competitive services and, since there is no earnings limit on
competitive services, onto the utility's shareholders. Viewed dynamically, the effect of this
type of assignment would likely be actually to impose additional costs upon captive customers
of the LEC's monopoly services.

24. If two c:.- of InlnCh becauIe the cost - if balvecl- is jUllifted by the respective
benefits. dla it DOt be ." 1'0 ach PIftY to actribute die ftdI COlt of die tnlDOIMIigial to the
operadoa ia qu..... On tbe other iwad, it would be necesAIY to determine. bail of _ ... the c:ostI between
the two partic~ ia die project.

2S. Note that the portion of" joint pilat acquisition proput that is auiped to die monopoly septent must still
be economically justified ill all respectI. For example. if the telephone com..., intends that all incremental revenues
attribuUlble to the provision of broll6uld mel video set"iices be classified u competitive and heace be excluded from
the utility's revenue requirement. theft the economic analysis that is developed to 'support the allocation of some
specific portion of the joint pilat acquisition propam to the utility sector cannot include any incremental revenues.
Insteaa. that economic analysis would have to be driven by cost avoidance, intlllgible gains from improvement in
service quality, or some other (non-revenue) factors.
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Conclusion

This paper bas served to highlight the complexities and considerable difficulties that
confront regulators in their attempt to pennit integrated operatio~ capture for the overall
economy the gains available through joint production of monopoly and competitive
telecommunications services, while at the same time assuring that those gains are
appropriately flowed through to the economy and that competition and competitors are not
disadvantaged. The paper bas discussed a number of fundamental principles, which are
summarized here:

• Regulators should recognize that there are, in fact, mecbaDical properties of the
existing regulatory cost accounting processes that permit aDd that frequently conceal
cost shifts from competitive to monopoly services, processes that must be recognized
and corrected. In pcticular, regulators should not merely extrapolate historic
conditions relatiDa to lRIe, cost attribution, productivity, and other factors in
desiping policies to deal with future additions to the utility's rate bale and, more
generally, the reauJatory pandiam that will apply in the mixed monopoly/competitive
environment. Ratber in assigning costs as between the IDOIIOpOly and competitive
sectors, regulators should focus upon the purpose for which such costs were initially
incurred, and the effects that future rate base additions will have upon recurring
depreciation and excess capecity costs that may be assigned to the monopoly
category.

• The overriding goal of economic efficiency and maximizing .the productivity of the
nadon's economic resources requires that integrated LECs make available to other
telecommunieatioDS providers the efficiencies iDherent in the·LECs' joint and
common plant, eidler by permitting these efficiencies to be shared among all
competitors, or by imputina all economic beDefits arisiDa from integrated operations
to the competitive activity and treating them as monopoly services revenues. In
general. shared \lie is preferable because it maximi2J!S the use of joint resources.

• Any economic pins arisina from~ integrated LEC's joint production of monopoly
and competitive .-vices should be used to defray the joint and common costs
iDhenr1t in the operation of the LEC's common capital and organizatiOnal resource
baa ProjectiODI of future LEC operating conditions, including costs, revenues,
productivity, and other factors, should reflect the availability of such gains to the
monopoly services segment.
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Table 2

INTEREXCHANGE CARRIER MARKET SHARES

Year AT&T MCI Sprint Other Carriers

1984 90.10% 4.5% 2.7% 2.7%

1985 86.30% 5.5% 2.8% 5.4%

1986 81.90% 7.8% 4.3% 6.0%

1987 78.60% 8.8% 5.8% 6.8%

1988 74.60% 10.3% 7.2% 7.9%

1989 67.50% 12.1% 8.4% 12.0%

1990 65.00% 14.2% 9.7% 11.1%

1991 63.20% 15.2% 9.9% 11.7%

1992 60.80% 16.7% 9.7% 12.8%

1993 58.10% 17.8% 10.0% 14.1%

1994 59.70% 18.8% 10.9% 10.6%

Note: Other carriers market share includes share of LDDS Communications, Inc.

Source: Long Distance Market Shares, Fourth Quarter 1994, lndustlY Analysis
Division, Common Carrier Bureau, FCC, April 1995; and 1994 data from Common
Carrier Competition Report, Common Carrier Bureau, FCC, Spring 1995.
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Table 3

INTEREXCHANGE CARRIER REVENUES
FROM INTEREXCHANGE SERVICES

Year AT&T MCI Sprint Other Carriers

1984 $34,935 $1,761 $1,052 $902

1985 $36,nO $2,331 $1,509 $1,821

1986 $36,514 $3,372 $2,132 $2,286

1987 $35,219 $3,938 $2,592 $2,638

1988 $35,407 $4,888 $3,405 $3,264

1989 $34,549 $8,171 $4,320 $5,422

1990 $33,880 $7,392 $5,041 $5,760

1991 $34,384 $8,266 $5,378 $6,413

1992 $35,495 $3,719 $5,858 $7,487

1993 $35,731 $10,947 $6,130 $8,716

1994 $37,166 $11,715 $6,805 $6,611

Note: Other Carriers market share includes share of LDDS Communications, Inc.

Source: Long Distance Market Shares, Fourth Quarter of 1994, Industry Analysis
Division, Common Carrier Bureau, FCC, April 1995.
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(II OCtober 10, 1m 9:08 a.m.
IZJ PROCEEDINGS
(3) MR. 8l8SE1tE:Let's 10 011 the 14)
record, please. 'J'hja is Dpt] 94-18S, the
continuiall51 hcarial ill iIltII.I..ATA aDd
~I6JCOmpeddoll.NylllUDC
isTho...Be__•(7J cxHaelrilrloIIIcer
ill this cue. YfI:b me OIl die lit bcadl
today is MicbMlIInbe... aIID co-IleIJ'.
iD& t9I otIIcer.We'~ espec::daI Mr. V...
iDpoll sbonly.
110) Could I b8\'e COUDIeI pleaIe kIeadIy
U11 tHadva tbr me recold, __
with Mr. (llJ BeauIejour.

11'1 MR.IIAI-..ouR:Good IIIIDI'Diq,
Mr. (14) BeMIIe. Por N'YNIX. Bruce
Beauaejouraod Bubara u,) A.aDe Sousa.
(16) ..8111MF11AH:Por<:able9iliolll171
Lilhcpada &lid MPS, Eric Brlnfnwn.·

U81".IITCHELL:Porthe Attomey 1191
Geneml of Massachusetts, Daniel Mit·
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(ll MR. JONES: for AT&T, Jeffrey Jones
[2\ and Jay Gruber.
[31 MR. BESSETTE:Thank you very
much. 141 Today is the continuation of
NYNEX's ~buttal case, (51 and their
witness today is Ms.Paula Brown.Before
(61 Ms. Brown takes the stand, are there
any procedural (7) matters that anyone
would like to bring up? Mr. (8\ Jones?
191 MR. JONES: I just was curious what
\101 the intention ofthe Bencb was as to
admitting \111 exhibits into evidence. I
assume we're having one (12) grand and
glorious moment in time when we will
make lUI our proffers, and I'm just
wonderingwben youplan (l41 to do that.

11') MR. 8ES8ETTE:Weplantodotbatat
1161 the end of the bearings. We will be
nodJ'yin1 aU (171 panies as to when that
will occur, hopefully in 1181 the very near
future.
(191 MR. JONES:Thanks you very much.
1301 MR. 8EISET1'E:Any other pro­
cedual (%11 matten? Ms. Brown, would
you take the stand. 1221 please.
[%51 PAULA L. BR.OWN. Sworn.
.[24' •• BESSETTE:Mr. Beausejour. you
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[11 may proceed.
(%) DIRECT EXAMlNATJON
/31 BY MR. BEAUSEJOUR:
1-4) Q: Wouldyou state your full name (01
the I') ~cord,please.
/6) A: Paula L. Brown.
(7J Q: By whom are you employed. Ms
Brown?
[81 A: NYNEX.
19\ Q: And didyoufile direct testimony iI
this 110) matter?
IU) A: Yes,l did.
(llJ ..IIAUIEJOUR:Mr. Bessette. n
(lS) like to haft two documentS m&rkCI
fot ~1.1 klem:iftcadon. The ftnt is thl
rebua:a1 U'I ta:imonyolPauil LBrowr
I'd likedaMmuked 116l tbricleftd6catiC)I
aDdit'.NYN'IX1!dd*No.97. 1171ADd 3
NYNIX BmIbIt No. 98 I'd like to hay
lDIIked {l8\ for idetIdtkadon the sUJ
plemental~butta1(191 testimony ofPaul
L.Brown.
13» MA.BEISmE:Thank you, Mr. (2

Beausejour.Those are so marked.
(12) ('ExhibiU NYNEX 97 and NYNEX 9
1%51 marked for identification.)
lUI Q: Ms. Brown, I'm banding you wh:
I've

Page
111 marked as NYNEX Exhibit No. 97 f4
identitication (2) and ask if you C4
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(1) defined in several different ways. but
as a aenerall2) matter it means the cOsts
that are incurred in 13) 'order to produce
an additional unitofoutput. (4J NonnaUy
we think of IIIIf'Iinal COlt as being [~)

astOdated with terms like "short-run" or
"1008- 161 run" IJIII'IiDal COlt,and in somc
ClIICI we UK a (7J variation of "marainal
co«" known as "incremental II! COlt." to
n:copUze the tact that costs may not [91

vary in continuous fashion but rather
varyin 1101 dilcrete chunksorblocksand
need to be examined (11\ over larJer
incremenuofoutpUtchange ratherthan
(12) 09U iadDiteIimal changes in output.

. which is what 1131 one nonnally associ­
ates with the term "marginal [I'll COst" as
used in economic theory.
(l5) Q: Your definition of "LRIC," long·
run (16) incremental cost?
(17) A: Long-run incremental COst would
be the (11) change in cost over some
specified increment of (191 output that is
based upon the differential between 1201
producing or not producing that par·
ticular 12l) increment of output, reo
ckoned over a sufficiently (22) long
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[11 Q: And do you adopt thattestimony as
your [21 rebuttal testimony?
131 A: Yes. I do.
(41 MR. MANDL: At this time NECTA
would 1'1 request that Dr. Selwyn's reo
buttal testimony be (6\ marked as NECTA
Exhibit 79.
(7J MR. BESSETTE: So marked.
(S\ (Exhibit NECTA 79 marked for (9)

identification.)
[101 MR. MANDL: Dr. Selwyn is available
(11) for examination.
Ill) MR. BESSETTE:Thank you. We'U 1I31
begin thc cross-examination with the
Attomey [14] General's office. Mr. Mit·
chell.
[lSI MR. MITCHElL: Thank you. Mr. Hear·
ing (161 Officer.
[l7J CROSS-EXAMINATION
[lll BY MR. MITCHELL:
[l9) Q: Good afternoon, Dr. Selwyn.
(:zcl] A: Good afternoon.
Ill) Q: First I'd like to get a couple of (221
definitions on the record. Your defin­
ition of 123] "marginal cost"?
(241 A: That'sa tough one."Marginal COst"
is

[191 c1arifications.

(:zcll Q: With those corrections and (211

clarifications. if you were asked the
questions [22] contained in your rebuttal
testimony today. would [231 youranswers
be the same?
124J A: They would.
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(1] Docket 94-185. Can you identify that I
document? I
[2) A: Yes. That contains my rebuttal
testimony [31 and accompanying exhibit. I
(41 Q: Andwastbattestimonyandexhibit
(51 prepared by you or under your
direction and (6) supervision?
£1] A: It was.
18) Q: Do you have any cha08es or re­
visions in (9) that testimony or exhibit at
this time?
[lOI A: Yes. I do. I have a few smaU Ill)

corrections. The first one is at Paae 17.
Line lUI 22.Attheverybeainni08ofthat
line. before the [l3) word "revenue."
insert the word "imrucate: Then (l41
further down on the same line, before
the word [lSI "contribution," insert the
word "intraState."
(16) The next correction I have is at Page
(17) 37,Line 24.The fiIure $20ontbatline
should be (18) chanaed to $5.
[191 The next correction I have is at Page
(:zcll 56. Line 28. And the word "LEes'"
following (21) "NYN!X's" should be dele­
ted. So the sentence IU) should jua read,
"NYNEX's protectionist," et IZ3) Cetera.
(241 I have one additional clarification

Plge218
(1) which I would offer without iden­
tifying (2) spedficaUy any spot in the
testimony: that when (3) I wrote this
testimony there was some confusion, 141
a~ntly. about. the appJic:adon and
calculations (,) of the retail and whole­
sale uaae rates ancl the (6) appHcadcmof
the local switcheckcCCSl rate, (7) which
have now been apparently c:IIrIfted by
Ms. (I) Brown'stesdmony. So, to the
extent that my 19J testimony is incon­
sistem with my current (10) \JDderI.
standin& that inconsistency should be
(11) resolved in favor of my current
understanding. (lZ) which is thatthe local
switched-access charge was 113) coan­
puted on usage within the primary
callingarea. [l4) within the ZOne 1 c:aUing
area and within the ZOne (lS) 2 c:aUing
area, and that the local S'Witcheckccess
116] charge as proposed by NYNEX
would apply to calls (17) terminating
within all of those areas.
(lSI That completes my corrections and

USI Q: Dr. Selwyn. would you state your
name for (16J the record.

111\ A: My name is Lee L. Selwyn. My
business (111 address is Onc Washinaton
Mall, Boston; U91 Massachusetts 02108.
[201 Q: And what is your position with
Economics [211 &TechnololY. Inc.?
[22] A: I'm president of the firm.
[231 Q: I'd like to show you a document
entitled [241 Rebuttal Testimony and
Exhibit of Lee L. Selwyn in

Plge21e

[II MR. BESSETTE:Very pd.AnythiDI
(21 funher? Off the record.
13) (Recess taken.)
[41 MR. BESSETTE: Let's go back on the
[5\ record. We're moving now to the
rebuttal case of (6) the New £naIaod
Cable Television Association, (7J re­
presented by Alan Mandl. Dr. Selwyn is
his [I, wimess.
[91 LEE L. SELWYN, Sworn (101 Mil BESS­
E1TE: Mr. Mandl. you may (11\ proceed.
112\ MR. MANDL:Thank you, Mr. Bess­
ette.
113\ DIRECT EXAMINATION
II'll BY MR. MANDL:

arunent went on and considered what
would be [111 charged for local caDs.The
local calling we're [12} referring to is the
local calling as described on [HI these
pages and as described in our tariffs. and
114) not referring to toll calling.This isn't a
tricky t lSI kind ofa thing; it simply iswhat
it is. It's \161 where we're charging local­
usalc charges.
1171 MR. MANDL: I guess if it hasn't been
!"IS} done already. out ofan abundancc of
caution. I (191 just ask that the Dep­
anment take administrative [:zcll notice of
the company's intrastatc tariff.
121) MR. BEISETTE:Anything funher,
Mr. (221 Mandl?
(231 MR. MANDL: No.
[241 MR. BESSETTE: Anyotherfollow-up
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111 questioning?
[21 Mr. Beausejour. do you have an)' 131
redirect?
(41 MA. BEAUSEJOUR: Mr. Bessette. I do
151 not. I would, however. like to mark a
number of (6] exhibits. They are NYNEX
Exhibits 99 through 137. (7J They are all
responscsofMs.Brownto infonnation (8)

requests. The particular itcms are listed
on an 191 attachment that I'mprovidialto
the reponcr and (101 ask that it be madc a
pan of the transcript in (111 today's
procecding.And I'm passing out copics
to \121 the panies.
[131 MR. BESSETTE:Thank you.
II'll (ExhibitsNYNEX99through NYNEX
137 (lSI marked for identification.)
1161 MR. BEAUSEJOUR: I have one more
II.,] matter I'd like to cover before we
leave for a [1SI break. MFS marked as
Exhibits 38 and 39 portions (l9) of the
company's September 15th tUin& in 95­
83. [:zcll I'd like to reserve as NYNEX
Exhibit 138 for 121] identification. to
provide a copy ofthe complete IU) filing
thatwa. madebythe companyinthat IZ3)
docket. I'll provide copies to the Beoc:h
tomorrow (241 and provide copies to the
other parties.

FRITZ a: SHEEHAN ASS<>C. (617) 423-0500 Ilia-V.Scriptli (37) Page 21S . Page 220
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periodoftime that capacitycosts asa {l3J
general matter are considered to be
\'2riabic. In [l41 theory, long-run in­
cremental costs are based upon
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[IJ the assumption that all costs are
variable, [lJ although a practical im­
plementation of that [31 frequently holds
some coSts as fixed.
(il Q: Your definition of "TSLRIC," total­
15) service long·run incremental cost?
[61 A: Total-service lona-run incremental
cost 171 is a variation of long-run in­
crementalcoSts,but C81 insteadof1ookina
at an increment of capacity, [91 Uke a
cbaa8e in output of 10 percent, for
example, [101 it addresses the question
wbat is the effea on UtI total cost if I
eitber o~r a particular service [1l1 or
celie offerinl or, altematively, do not
olter a [131 particular service in its en­
tirety. So if I wen: [141 to compute the
totaHerrice lona-run incremental [t51
eost,for examplc,ofcall-waitinl service,
I would (6) not be lookiDa at changes in
tbe outpUt of117] ca1l-waitiDaservice but
in the question of simply [181 whetheror
not I offerthat serviceor I choose not [191
to offer that service.
[lOl Q: Your definition of"contribution"?
[211 A: Contribution is typically a dif­
ferential [UI betweenthe revenues gene­
rated by a particular IZ31 produa or
serviceormixofproduasorsemces Clfl
and the incremental coSts associated
with producing
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[II those services. But that is probablyan
overly III simplistic definition, because
tbere are various 1'1 levels at which
collU'ibution can be meas~d, and IfI
one would need in effect to have a more
speciAc I'J example inorderto provide a
more precise 161 definition of the term.
17J Q: I assume your deftnition of III
"contribution" includes common cOSts
and joint 191 casu; is that conect?
(101 A: WeU,yes anclno.Letme braktlw
[III question up into two components.
(llIQ:S~.

(1'1 A: WenormallythiDkofcollU'ibution
as 1141 appt)'iDIwith respcato COlD tIw
do noevary 1"1 with the f.aaofpmvldiDa
a particular qUlUltky or 1161 category of
service: Common cosu are frequently
[111 thought of as beiaa fixed because
they are lI8) typically not directly attri~

utable to anYone (191 service; but in
reality, common cosu can be ShOWD 1:llOI
to be hiahly variable with the aggregate
output of Ilil the firm.
Ill) And what I've included in my exhibit
(231 in Figure 1 is the results ofan analysis
tbat I (lfl undertook in whicb I looked at
the reported common
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[11 cosu and total direct cosu forapprox­
imately 30 III local-cxcbange carrien of
varying sizes, from 131 small companies,
like Southern New England (4) Tele­
phone and Cincinnati Bcll, to giants Uke
[S] BeUSouth and Southwestern BcD.And
I undertook (61 to perform an ordinary
1east-5CluateS regression l7J analysis on
that relationship to determine whether
[8] ornot there was reason to believe that
thecOlDmOn[91Cosudidinfactvarywith
output and therefore (101 were not fixed.
Andwhen I did that, I obtained 111I results
of the sadsdca1 analysis that con1irmed
(1ll UJIIIDbiIuously that common cosu
are variable.
It'l ConIequently, I would treat common
(1fl co.. as part of the incremental cost
or the [151 totakervice long-run in­
cremental cost of [161 individual semces,
and therefore I would notview (111 thatas
bema recovered throuab contribution
but (III actUally as being pan of the
build-.pofthe WC [191 orTSLRIC,as the
case may be, for a particular (ZOI service.
Illi Q: Would those common costs in­
clude labor In) and capital?
IZ31 A: Yes,they would include whatever
costs Ilfl are associated with functions
that are not
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[ll semce-speciftc. You a150 asked me
about joint III cOSts.
131 Q: Yes.
[fl A: Let me make the distinction bet­
ween lSI common and joim cosu. Joint
co.. are typically l61 associated with
resources that can be utilized to l7J
provide muldple services. Let me live
youaa(8) eumple.5erric:es like ca1lerID
aDd Gall mum '" both utilize common­
cbaaliel SilMuaa System 7 [101 equipm­
ent IIId IIdIides in the switcbiaa lUI
ardIIIec:ture. Thote f.acWda also are
UJedID 11a! tundsb otbersemceslUCbas
800.... and (131 will poteDdally be
used,. the povUionofJoca1 (141 number
pOraIbWcy. .
[151 If any ODe of those services 116\
incIMdudy weft 0lX offemi. lor the
molt put (17] the same set of Sip"aas,... 7 reIOUI'CeI would 1111 IdIl be
req'*ed.1"baeIon:, those COlD will not
1191 qrywkh the praence orabsence of
anilldtriduallJOl semce butratherwitba
POUP of serrices tIw Ilil commonly
shue this panic:uIar resource.
[l31 Now, the problem bere becomes
mon: IZ31 complex. in tryiJJ& to identify
how to assip or (341 attribute the cost of
this resource to individual
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III services. The source of the com­
plexity is that in III some cases a service
simply couldn't be provided at [31 aU

without the resource.Caller ID is a good
141 example; it could not be provided
without Signaling lSI System 7. But there
are other services that may [61 utilize that
resource once it is put in place but [71

which in fact could be provided without
Signaling [81 System 7 and have for many
yean been provided [9] without Sig­
naling System 7. An example of that are
(101 ordinary local and toU messages.
[II) So when one is confronted with the
[I:zl problem of having to associate COStS
ofa joint lUI resource or a joint element
ofplant with (141 individual services, one
has to now focus not on so (15) much the
current use or the after-the-fact use -1161
that is, use that is made once the
resource is in [111 place - but rather on
the purposes for which the {l8] resource
was acquired and which senrices it was
II9J anticipated that the resource would
make possible [1:01 that would otherwise
not have been possible. So, (211 in that
respea, what one needs to do in deve­
10pir.ta Inl a means ofdealing with those
joint COltS is to IZ31 associate the acquis­
ition of the resource with the [2'" pur­
pose for which the resource was acquir­
ed,and

Page 226

(II that is a somewhat more complex
process.
121 Q: In Figure 1, which we just referred
to 131 earlier, this particulardiagram does
not include 141 joint coSts; is that correct?
[51 A: Tbat'scorrea.This would include·
- [61 joint costs are directly assigned. but
they're l7J asaiped to a group ofservices
rather than to 181 individual services.
These are common cosu that [91 are not
assipecl speciftca8y to any service.
llOI Q: And juato distin&uiSh, I gave as ;tn
[111 example ofcommon cosu tabor and
capieal. Would [lll an example of joint
cosu be materials and (131 facilities?
llfl A: WeU, hmyhave beentoo quick to
apee 115' with you that laborand capital
were common COSU.Il6\ There are labor
COlts that are common, there are 11'7]
labor co..that are joint, there are labor
COllI (181 that are direCt, and the same is
t1"ue for apical C191 aad the same is true
for materiaJl. So I guess I llOl was
interpn:tiDa your question as do com­
mon COltS (311 include, among other
tbinp,Jaborandcapital? lUI The answer
to tIw is yes.Are aU labor and 1231 capital
costs common? The answer to that is (HI

definitely no.
Page 227

cIIAn~pleofcommoncostsmight(ZI

be - the traditional example is the
president's [31 salary or the president's
desk, the' salary being [41 labor and the
desk being capital.
[51 Q: Tbat's consistent with other wit­
nesses 161 wbo have testified in this case
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as well.
17J In your definition of"contribution" [81

does it include a return to shareholders
of the 191 aSSets that are necessary to be
put in place as a [101 result of the
provision incrementally o{the good [11)

or service being provided?
[121 A: No. I would include the taraet
return as 113J a cost. as part o{ the
incremental cost; in other \141 words, the
return that is expected from the !lS)
investment in the asset, includina both
the return (161 and any associated del>
reciation of that asset (17) investment as
part of the incremental cost, part of [181

the directly assigned cost.
(19) Q: Can you distinluish your defin­
ition of [lO) "contribution" from the
definition of 121) "contribution" being
proposed by NYNEX in this (12) case?
IZ3I A: Well, let me say at the outset: It
jsn't IZ41 clear to me predlely bow
NYNEX developed what it

Pege228
II] characterizes as its incremental costs.
Therefore, [ZI I do not know whetheror
not those incremental BI costs include,
{or example, the attriburian of 141 vari­
able common costs. To the extent that
those [SI costs do not include variable
commoncosts,those (61 costs undentate
incremental cost, and that should 17] be
corrected. So in that respect the so­
called 18) "contribution" that NYNEX
auodates with these 19) various indiv­
idual senices may be ovel'SQted if UO)

the costsare understated byexclusiono{
variable 1111 common costs.
IU] I do not interpret from the way that
1131 the coststUdies-the costresultshave
been (141 presented that the contribution
associatedor (lSI attributed byNYNIX to
semces like basic \16) residentiallCl"rice,
for example, or like the \17) avenae
relidendal subscriber who is J"Ir'iDI
some U8' $31 and where the cOJllPMlY is
spending somethiDa U91 like a little
under 520 to provide that semc:e-(»I
thatcomnbutionappearsto notreJlteto
joint 1111 cOsts at aD because they are
incluc:Ung the $31 1121 fi&ure iDcIudes
presumablyaU ofthevarious InIlCt'rices
that are associated with the residential
(Z41 subscriber.
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(11 So on that basis one must assume that
(2) the additional revenue is beiDa used
for 131 something. It is a contribution
perhaps to [41 corporate overheadS that
aren't included in the IS) undeltying
costs. It may be a contribution toward 16)
recovery of sunk costs, of~d
costs that are I7J no longer eftldeDt or
would be greater than 18) incremental
costs because incremental costs (9) typ­
ically are lower than embedded coSts.
There may (101 be any of a number of

tbingsthat thecompanyis 1111 doingwith
respect to this contribution.
11Z1 As a general matter, as I understand
113) the rate«Uin& process that was
adopted in Docket (141 89-300 and that
has been pursued to this day. the (IS)

company startS with an embedded-cost
revenue (16) requirement, which is fun.
damenlaUy a (17) DOnecoDOmicaUy effi­
cient price left.. IDd then UII subUaets
from it cenainmestbatare expIidtly(l91
detenniaed,lUCh as local and toU usage
cbaraa,l:IOI where the prices have been
rDO'riDI toward Ioaa-rwa 1111 iDaememal
COlt; and tbcn wbatever is left the (12)

company auodates with the diakone
line and lUI appucutly attempts to
atuibutethat-oCI3'lcbaracteriZe tbat,at
least from Ms. Browo's
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(1) teteimony dUI aAeraoon, as an econ­
omicaUy 111 dlk:ient price 01 the dial­
tone Hae. I woukl IS) aoDllY dilapee
withthat cbanc:reriDdoa.ut ftJappue­
ntly, to the exteDt tbat the embedded­
cost 1'1 reveauc ~uUemcnt aceeds
the ecoDOmk:aIly 1'1 d!lident price level.
then the clffereDdai is m recovered
tbrouah this contribudon.
181 Q: In your ddlDidon of "cofttl'ib.
urian," you 191 had revenues 01 a le"ice
or mix of ICI"rices less (10) the in­
cremental COlt associated with pro­
ducinl the IIII service or mix ofsemces;
comet?
(111 A: Correct.
(1" Q: Now, the incremental COltS that
you're (1fj reIerriD& to heft:, are you
reIerri.aI to the LIJC IISI method of
collinl or the TSLRlC method of co.
ting?

1161 A: Wen, both are appropriate uader
certain (17) c:ircumsrances. As a aeneraI
matter, when one looks (11) at a - in the
context of a poteIIdaDy COI'I'lPeddte 1191
marketplace. ODe DOI'IDIIIy illooIdDa at
TSLIIC,I:IOI becaUle tbeIe IIeueadlDy­
WhatTSLIIC is IZIJtryiqto c:apNft isaD
01 the COllI IIIOCIMed f2ZI wtda the
dedlion to offera pudcuIarsemc:e, 113)
and that ~uld iadude ICI'ric:e4pedft
fixed 13'1 c:osa, wbich mIIht not be
included, for nample, if
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III one were simply focuaiDa on an
incrementollz)capadtyoranincrement
ofoutput.
IS) Q: Now, there's been an issue.with
reprd If) to, when appIyiDaTSWC and
the TSWC test. IS) whether or Dot the
COltS to be used in that test 161 would be
strictly the forward-loolcin& costs or m
would it include lOme of the current
costs o{ the (81 netwolk provic:Iina the
semce, such as NYNEX's 191 networit, of
proViding the services today and their
(101 switches or the locations of their

switches. In [11/ your application of
TSLRIC there's been the (UI distinction
betweenthe scorcheckarthvenionand
(13) the scorched-node venion. In the
scorched-node (141 version you'd leave
NYNEX's current switches in [1SI place.
Would you recommend one TSLRIC
methodology 1161 over the other?
[171 A: Itend tolavorsomethingthat is [181

probably closer to what some have
called 119] "scorche~node," only in the
sense that assets IlO) have finite lives.and
even if we started With a (111 scorched
earth, where we had a completely clean
(n) slate and were building a netWork
fromscrateb,we 1Z51 would not construct
it ialrantaneously.There 1141 would be a
leogtbyprocess tobuild upfrom Ground
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11) zero.And as lOOn as the first shovel of
eanh, so 11) to speak, were taken. we are
DO lonaerdealiagwith (3) a clean slate. In
otberwords, as we build our [41 netWork
from the pound up, we impose en­
liDeering IS) and architectural con­
straints that will continue to (61 exist.
(71 So even ifone weft: to start today [81
looldDa at the architectUre that exists
today, in )9) three yean that architectUre.
a scorched-ean:h /101 review milht reveal
a ditl'erent architeCtUre Ill) entirely, if
there's lOmefundamental technological
(UI chanae, but commitments will have
been made to (131 proceed in a particular
direction. And so 1141 consequently I
would u a aeneral matter feel that (lSI
one needs to look at the assets as they
presently (16) exist and develop a cost
Stn1CtUre that 117)contemplatesutilizing·
- or how one would desian 1181 future
constrUCtion of the network given the
desip (191 consuaints that are imposed
by the existin& 1201 architecture.
1111 So it's not so much a maner o{ 1221
treating- I tbiDk there's some confusion
on this 113] PQim. I'm DOt sugesting that
sunk COlD be 134) trated as zero - I don't
ape with that - but
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(II that the daip. constraints that are
impoaed by the 111 existina architecture
be I'CCOtJIdzedand that they13J be used to
coutnin the development of a [4) for­
Wlld-Iooldq cost model.
151 Q: On Page 57 of your rebuttal tes­
timony 16) you're addressing stranded
investment. ADd on Line m IS you're
asked the questione, "How should re·
covery (81 of stranded investment be
dealtwith underthe type 19) ofprice-cap
incentive regulation planadopted by (101

the Department in DPU 94-S0?" And on
Une 18 you 1111 respond, "Adoption ota
price-cap plan or other (UI alternative
form of regulation eliminates any 1131
possible claim of recovery of stranded
/1f) investment."
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11~1 First. what is included in your [l6!
definition of "smnded investment"
here?
[17] A: Well, that in itself is an interesting
1181 question, and I'm not sure there's a
clear answer. (191 The telephone com­
pany would typically argue that [:z<ll
stranded investment exists when as the
resultofl211the entryofcompetition,for
example. it is not 1221 able to gener:ate.
continue to generate, a given [231 level of
revenue from a particular asset and (241
consequently its ability to recover the
lnvesanent
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III in that asset is compromised. So the
amouotthat III wouldbesaandedwould
pre....-bly be that portion [31 of the
embedded COlt of the asset - that is, the
(41 remaiD.inl book value of the asset ­
that is 1'1 incapable of aeneating re­
venues for the recovery 161 of that
rcmainUII investment.
(71 Q: Does this detlaidon also include
current III overnIued plant?
(91 A: That's why I said, it's sort of often
( 10) cWIIcuIt to reaDy identifythis with (Ill
sped8city.PIant maybe overnIuedfora
number[1210freasons,includiD&thefaa
that there ate now [131 techno1olical
altemadves that can be used and [141
acquired at lower cost. So if I bouaht
somedUal (1'1 last year for a million
doUusthatl intendedto [161 lasttenyears
and now, this year, the price has (17]
dropped to a halfa million, then ctearly I
made a IIII busilleSl decision· that per­
haps iIl¥Om:c1 the (191 premature acquis­
itionofanuseran4asa lJOI consequence
I now have to in effect write down the
[211 value of that asset as an economic
matter.And (131 that istypicallysomebow
included in the overall lUI discussion, in
part because compeddon may weU be
1241 blamed for this condition.
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III Q: Would it include di!ferenc:es inthe
rate 121 of deptedation? III other words,
the company may [31 have come in
durinl pre9'ioUi proceediDp, 141 re­
commetldcclasborterdepreciadoDperi­
od, was 1'1 puted a IoIJlefdepIeciadon
period. Now it has. 161 so to speak, plant
stiD oucandinl OD the books mthat if
the fUterftcovering depredation t2teI
(8) were adopted would no longer be on
the books 191 today.
{l01 A: Well, the relevant question that
one 1111 would have to ask is, was the
invesanentprudently(111 made give1lthe
rate of depreciation that was to be (13]
authorized? III other words, did the
investment [141 have a positive net pre­
sent value given the (1') amortization
schedule that the company would have
(161 been required to use?
{171 Ifthe answer to that is yes andthe 1111
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company proceeded with ·the investm­
ent, with (191 knowledge of the dep­
reciation condition that it [:z<ll con­
fronted, then the acquisition is at its risk
and lU] it is and should be held re­
sponsible for it. Now, In! if the acquis­
ition would have been prudent let's 1231
say based ona shorter economic life but
because (241 the Department, because
the reawator, decided that
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[11 the economic life needed to be
anifidally III extended, or at least araua­
bly artifidaUy 131 extended, and con­
sequently at the longer life 141 perhaps
the investment would not have proved
out 151 boedonaslowerrate of recovery,
and the company 161 proceeded to make
the investment anyway, weU, once (71

I apm,that's its responsibility; it's not the
181 responsibility ofother ratepayers.
(91 So in the context of the current 1101
relUlltory paradilm and the manner in
which Illi capital-investment decisions
are made by telephone (111 utilities, I
don't believe that thete is any 1131 in­
hereDt entitlement to capital recovery
proYided (141 thete was adequate know­
led8e of the colldition of [1'1 the dep­
reciMionpr.acticesoftbe reguJatorat the
(161 time that the investment was in­
curred.
[17] Q: WhenDr.Kabnwasheretheotber
day, I (lll asked him. what would it take
for him to elimiJlate (l91 the contribution
that was proposed ill NYNEX's [MI~

i po_ ill this cue. He narrowed it down
, to atlZlllcuttwothinp.Dr.Tayloradded
1 a thkd point. 1131 But the two thinp that
lOr. Kahn narrowed it down (231 to were,

I
rtf5t, it would require the Department to
1141 tebalance its rates, meaning move all

. ofitsmes
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III to UIl'ICt.upwards ordownwards; and
sccoad. it IZI would be to allow the
co~ co recover, say, over 131 an
aillOidladon pcrioc:l of five to seven
yaa fbr ("I any prudently incurred
ovcrn1ued pilat. I'm 1'1 wonderin8 if
you....with that recommendation. I'!
If so, please explain why. If not, please
espIaiD m why not.
lSI A: I don't aaree with it, and I think,
widl f9I all due respect to Professor
Kahn, I think that it (l01 is a gross
oversimplification of the situation that
[111 we're now confronting.
(121 Q: 111 his defense, I hope I haven't (131
ovenimpUfteditonhisbehalf.ButIthink
(141 that's what he meant.
(151 A: Nevertheless, I'll try to answer
your (16) question and your charac­
terization of his (17] testimony.
[lll Q: Thank you.
[l91 A: If, as I believe is the case, the (JO)

contribution that is inherent in the price
levels [211 that NYNEX currently charges
andproposes to [nl continue to charge,if
that is predicated upon the [231 existence
of overvalued plant on its books - in (lil

other words. recovery of an embedded
revenue
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(1) requirement that exceeds the reo
placement cost of [21 that plant - then all
the rate rebalancing in the (31 world
won't correct this problem, because all
that (41 rate rebalancing will do is to shift
the excess (51 burden around from one
service to the other.
(61 Now, when we were looking at rate 1·1
rebalancingin Docket89-300 - and it is. I
mipt III add, rather ironic that Dr. Kahn
admonished this (91 Department to pur­
sue rate rebalancing since this (101 Dep­
artment was probably one of the first
regulatory (111 agencies in the United
States to pursue and to lUI implement a
rate-rebalancing plan and is ahead of (131
molt other states in that department.
(141 Q: Ithink heaareed with whatyou're
(1'1 sayin&. that he thought the Dep­
anment did the (161 ript thing by pur­
suina rate rebalancing. I don't (171 think
he admonished the Department forthat.
(111 A: But at the time that the Depar­
tmentwas (191 lookingat rate rebalancing
in Docket 89-300 - and (:z<ll I served as a
consultanuo the Department during [211
the course of Docket 89-300 - the issue
there was (nl that local-exchange ser­
vice was considered to be a (231 fairly
inelastic service element, whereas local
and [141 toll usage was considered to be
fairly price-
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[11 elastic,andthe efficientsolution in the
context III of ate-of-return regulation
was to lower the rate. 131 to reduce the
ate, for local and toU usage, to ("I bring
thOte ates closer to cost, so as to 1~1

CDCOUt2ge consumption, and efficient
consumpcion. 161 based upon the re­
latively low incremental cost (7] assoc­
iated with that service, and to recover
the lS! embedded revenue requirement
from the price- 191 inelastic service,
which at the time was basic- [101 ex­
chanae service.
lUI And the entitlement to do that,as a (Ill
policy matter, was the result of the
Department'S (131 maintenance at that
point in time of rate-of-return (141 re­
gulation. At that point in time New
EnaJand 11'1 Telephone was entitled to
recover its embedded-eost (16\ revenue
requirement.So if local and toll usage 1171
charRes were to be reduced, necessarily
something (11' else had to go up in order
for the revenue (191 requirement to be
fulfiUed.
[201 Now, that condition has changed in
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(1) any sense of a regulatory barpin for
the company (1) to have the ri&bt to
reWnauofthe pinswhich 131 its market
value, the matket value ofassets exceed
(4) oriliDal COlt and exceed book values.
while 1'1 claimingsome entitlemcntto be
made whole where 161 the opPOsite is
aue.
mThe real question to be asked is 18)
whether or not in the agrepte the
valuation of 191 NYNEX Massachusetts is
above the book value - the 1101 market
valuation of NYNEX Massachusetts ex·
ceeds the lUI book value of NYNEX
Mauachlllettl.&ad ifit does. lUI then all
of the conditions of the reJUlatory 1131
bupiDthatDr.KahnUlksabout are fully
(141DdI&ec1andthere isno basis foror (151
justification for any specific stranded·
iDvesaDent (161 recovery.
(17) Q: Dr. selwyn. I'd like to talk to you
about (18) UDivenaJ service. I realize in
your testimony 1191 you're recom­
mending that if univenal-service (201

tuncUaa is necessary, that it be done in a
In] competitively neutral manner and
administered by a Ill) neutral third party.
Is that correct?
1131 A: Yes.
(141 Q: Is tbere any way that we can
determine in
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III provided it adheres to the Depar­
tment's pricc-eap IZI rules.
mUnder the new regulatory bargain the
(41 company accePts a great deal of risk
that in the ('I past was borne by ratt­
payers.Amongthose risks (6) are the risks
of competitive losses. More (7) impor·
tandy, the price-eap form of regulation
tbat II) the companynowoperates under
was not something 19] that was imposed
upon it estemaUy;it's something 1101 that
tbe company agressively and affir­
..tively (11) sought and won..
I1Z1 So it seems to me thatone now has to
(13) think ofthe regulatory barpin as the
condition 1141 that e1dsts wbere the
company assumes risks but is 11'1 given
the opportunity to exploit assets. If
NYNEX (16) is able to increase the value
of assets above those 111'1 assets' original
cost by diliaently "dlmna them (181 and
eXPloitiDathemincreativc waYS,there is
no (191 obIiption under the price-eap
plan for NYNEX to 1301 shut the pin in
asset value with ratepayers or to [Zlj
otherwise make any other accom­
modadon in the price (Z2J levels that it
cbaraes for the services .that it U31
continues to hold market power over.
And lUI consequently, it is completely
inappropriate under
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(1) this proceeding wbether or not the
fund is actuaUy IZI necessary?
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(11 competition is seriously disserved,
because the [Zlcompanyatthat pointbas
no incentive to compete.
[31 Q: The term "relUlatory barpin" has
come up 141 a number of times in these
hearinlS. I'd like to 151 bear your def·
inition of "regulatory bargain," if (6) you
have a definition for it.
(7) A: WeD, let me start by my under­
standiD& of (81 the traditional use of that
term as, for example. 191 Professor Kahn
would use it,andthenI'U describe 1101 my
variation on it.
(lll Q: Sure.
lUI A: Professor Kahn speaks of a re­
gulatory (13) barpin in the contextofthe
quid pro quo dull is U4' o1feJed to the
pubUc utiUty:We the pUblk: 1151 throUlb
tbe reauJatory process will protect your
/161 monopoly and Ulure you the abWty
to recoveryour 111'1 invesuraeDt,in return
forwhich you the utility 1181 will aaree to
set prices so as to cam only a lair (9)

retUI'Il on your iaftsanem and not
exploit that (301 monopoly.
IZ1) Under the repdatory bupiD U Ill)
ProfellOr Kahn would characterize it,
the utility 1131 bas an entitlement to be
made whole for itlIU) imestments; that
the invesanents were arpably

made whole with (231 respect to these I
investment decisions and is IZ41 pro- :
tected from the loss of market share. I
then
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(II ..de in comempladon of the ex-

Pagil241 peaadon of 121~ and that, not-
III number of very serious con- with_ndina other cbanaes f31 in the
sequences, not the least [Z\ of whicb is world at Jarae, the utility is entitled to (41
potentiaUy stimulating ineffidem: 131 that recovery.
competition. because itse=1lIIIe• (51 I view the tquIatory barpia U liS]
ing signals 14) to would-be co n ba'riaa been sipiftcantly modified by
and tben attempts to 151 S YClad- both the mDeputment aDd NYNEX in
icate them as soon U they bubble up 161 die coarest of the (aJ~
out of the surface and begin to after pIadon plan that the DepuaDent 19J
service. adopled earlier ddI year. because DOW,
r'll don't qree with the nodondllll81 iaItCid of (10) tbiI.1IIUIUCe ot capical
you can solve thiI problem sioIPIY by reCO'f'Cl'Y in excbaDae tor (UI certain
chanaina the [91 amortization sche41uks. comn*meau with respect to prk:iDIJ.
either.The reaIsourceO{I101 theJXOl*m. I NYNEX (121 is pen th::=.:
is the fact that the telepbone COIJ'PIDy cam potendally (131 . -
[ll) has f.ilUed to acconuiJodate the cleve- Ious CItes of retUI'Il. It's pyen (141 the
lopment of lUI competition. the pate- oppommitytoseUatesatleftlsthat..y
ntial development of (131 competition. in in (1'1 some c:asesbemonopolistic:or..y
its investment programs. It bas (141 con- reflectthe (16) absence ofcompetition in
tinued to acquire plant at essendaJly the pardcularsqmentsof(l71 the madtet.It's
same 115] rate it did in the put, wiChout also pe the opportunity to (18) respond
concernfor the (16) fact that some-tbatit to competition by reduc:in& prices and
may be losing market \17) sbare. And as a 1191 takingothermeasures thatwill give it .
result, it bas built up an 118] embedded tbe ability 130) to compete. And it is no
base of plant that in the context of a [191 lonaerto be regulated on IZ11 the basis of
competitive market may be excessive. If traditional thinp like me base and 17Z)
by virtue (ZOI of the so-caUed efficient· eaminlS levels and depredation rates
component pricing rule [Ul or some and the IZ31like. Rather. it's simply going
other scheme to preserve this historic to be aUowed to (14) retain whatever
122J contribution the company is simply eaminp are to begenemed

[21] several fundamental ways between
1989 or 1990 and (221 today. First, we are
on the cuspofan era in (23J whichwe will
have competition. perhaps, in the 1241
provision of local-exchange service, in
addition to
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11J competition in the provision of local
and toU (2J usage.Now,in that context the

. price elasticity 131 of demand con­
fronting New England Telephone for 14)
local-exchange service, the finn price
elasticity (5J as opposed to the madcet
price elasticity, is no 161 longer at or near
zero. If there is competition in (7) that
market, then presumably, if New En­
gland /8/ Telephone '5 prices are too biIb.
then competitors [91 will come along and
pick up some ofthe market (101 deaand.
[111 As a consequence, it will not be (lZI
possible as an economic matter in the
context of a (131 competitive rna.Jt[et for
the telephone company to (14) continue
to maintain prices that are hued \9On
(151 recovering embedded COlts that I
exceed incremental 1161 COlts. So whe­
tber the company and Professor ICahn
(17) like itornot, ifcompetition develops,
this (III contribution will necellllily
evaporate.Its only 119] basis for existence
is the inelficient decision to (~) in effect
exploit the current semicompetitive, IZ11
semimonopoUstic condition by im­
posing inefficient Ill) above-eolt prices
on the monopoly elements, onJy to IZ31
reduce them in response to the deve­
lopment of (Z4) competition. in each
place it shows up.That has a
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(11 incur the administrative costs of the
poOUaa IZ] mechanism, then go abead
and do it.And ifthings 131 are prettyclose
to being in balance, why spcDd the ("]
moDey for the pooling mechanism? Just
simply from (51 an administrative-eost
staadpoint.
[61 Q: Witb reprd to a qualifying lifeline
(71 cUstomer, how would you determine

I~I A: That's a very interesting question.
I~I because Massachusetts presents a
very unique fact (SI set relative to most
other states that the (6) Depamnent I
think needs to be aware of. I've [71
testified in a number of cases, and the
typical (81 scenario involvingthe issuesof
compctition and (91 universal serviceand
universakcrvice funding is 110\ the claim
by the incumbent local telephone com­
pany (111 that its price for residence
service is bclowcost. [UI that it needs to
be able to retain other sources of 1131
subsidization in order to continue to
price its (HI residential service below
cost aDd therefore it [lSI needs some
fundinamechanism to assure iuclf, to (161
be allured that it will have the where­
withal and to 117'1 continue to have the
resources sO as to maintain [181 below­
cost pricing of residential services.
(191 Here we have a very different (zol
situatiOn. We have above-cost pricing ­
admitted, IZll conceded by NYNEX, that
its pticalorbuic (UI fCIkIential senice.
both for the dial-tone Ii.ac (131 standiog
alone and for the totality of services (Z41
that residential customen purchase ex­
ceedscost.
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(II Q: On an average.
(21 A: On an average basis. Now, where
would (31 that cost deviate from average?
WeD, it will tend ("I to d~e from
ave,..e pcrhaps in exch.nlCS of (51
diffcmU sizes.But that deviation will be
[61 reJac:ivcly SImU. Ccnaialy there is
eno. [71 IDII)Iia - we're looking at a
maqiA by'NYN!X's own (II reckonin&
aDdby myealcuJatioaaoflOmethin& Uke
[91 514 112. You have a S31-and-some­
chance inU'Utlte (101 revenue plus a
53.'0 subscriber line cbaqe a..iDa (111
total costS. whicb briDp UItO about $34
and (UI cbanae - apiaa total in­
cremental cotU, by (131 NYNEX's own
reclEo..... of somedUIII in the r.anac of
(141 no.We'd have t0aet reaUyfu,n:a11y
far, from 1"1 the average before we cross
that thresbold.
(161 And the factual condido... tba1: 117'1
prevail in this state s\ll8l* that if there
eVCfI111 wereaplacewhere tbcre should
be 1iltJe, ifany, 1l9t concern about c:rea&
sldauniaa,about any lZO! deterioradonof
universalservice,aDdso on,this 1211 is the
place. The rates that apply in [UI Mas­
sachusetts for basic residential service
are (131 higher than in many other places.
The local (Z41 calling areas tend to be
frequently smaller than in
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[II many other places. Historically the
local and toll (21 rates have been higher
than in manyotherplaces. 131 Andyou see
thatwhen you see an average revenue (41
per residential access line in the range of
[SI 34-and-some-odd dollars.

[61 So I just do not think that the kind (7'1 of
canned testimony that you got from
Professor (8) Kahn on this subject. for
example.which is the (91 same testimony
he gives in other places where these [101
facts do not apply, is applicable here.

(111 Q: I take it, then, in your opinion it
would [UI be more likely than less likely
that univenal (131 fundi.ng would not be
necessary, or a separate (141 universal­
service fund would not be necessary in
(1SI Massachusetts?

[161 A: WeD, there are reasoaa why cer·
tain kinds (17'1 offun_ may be approp­
riate.Now,therearea(18ICoupleofways,
for eumple, you could do this. (191 You
coukl impose • requirement on all
compctina - [zol on all local-cxcbangc
carrien, both NYNEX and new IZl] en­
trams, that any quaUtyiaa customer, a
customer 1131 who qualifles, foresalDple.
for lifeline suppa", (Z31 for the elim­
ination of the iIuerDtc subscriber (241
line cbar&e and for the lifeline discount
for

P8ge2<4'
(11 inUutate, apiDst the intraState rates,
must be IZIpenthatand mustbe givenit
tbro.....a mechanism 131 that is internally
funded; in other words, if MIS ("lOr
cabAnilion or, you know, whomever
offen 151 residential service. that that
company, each of (6) those companies,
will pI'O'ride the lifeline subsidy [71 to any
qualityiaa CUMOmef who requests it.
lal Now, ifit turned out that there was (91
some diIpcoportionate demand for this,
that NYNIX (101 was providinla peater
sbue,a patefproportion (UI ot1i8eline
dilcouaa. for eumple, than omen. (121

tben some SOlt of pooliag of this ­
pooIIaa 1131 mechanism might be
apprOpriate. But ccnaialy as (141 an
interim measure it's ·pcrfectly reason­
able to II" simply ay, ''This is a re­
quilement." You don't (161 have to im­
pale some SOlt ofa bean count sucb as
(11) die compuy bas 1UllC1ted, in terms
of .,.. 10 llel make sure proportions
an: me IIIDC. What you 119t simply do is
say, "You can't refUIc." And then (201
pcdIaps a year or two later you go aDd
see tIow it's (ZII working.
(131 ADd dleD the only issue there is, (231
......aotamauerofdisqualification.but
if {Zfl things are 10 far outofbalance that
it pays to

a qualifying (81 lifeline customer?

[91 A: Whatever NYNEX presently uses ­
and I (101 confess that I don't remember
precisely what the (III details are for
qualification in Massachusetts. (121 But
whatever it is that would qualify fora [I~I

customer for a lifeline discount under
NYNEX's [141 tariff would be applied

I uniformly to aU local· (lSI exchange
carriers.
(161 Q: Thank you. Dr. Selwyn.
[17J MR. BESSEn'E:Thank you, Mr. {181
Mitchell. We'll continue cross-cx­
amination with (191 Mr. Branfman.

llOl CROSs-eXAMINATION
(2ll BY MR. BRANFMAN:
[UI Q: Good afternoon, Dr. Selwyn.
(Z31 A: Good afternoon.

(Z41 Q: Would you please tum to Page 47
of your
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(11 testimony. My question is with re­
ference to Lines (2\ 6 and 7, where you
reference NYNEX's govemmcnt· 131
granted franchise to provide local tele­
phone 1"1 service on an exclusive mon-_
opolistic basis. Could (51 you please
explain what you meant by that?
(6) A: Well, I was speaking there in terms
of (7'1 the de faCto condition. I'm not sure
of the (81 precise legal status ofNYNEX's
franchise; but 191 certainly as a practical
mauer, since roughly the (101 tum of the
century, NYNEX has had what amounts
to (111 bothanexclusive ability to provide
semce and Illi the assurance under me
tepaJatory bargain that [131 exists in this
state of the right to set prices [14' that
permit it to recover its investment and
earn a 1"1 fair return.
(161 1M. BRANFMAN: I have nothing (171

further.Thank you.
Ilal ...BEISEn'E:Tbank you. The (191
Depanmemwill question now. with Mr.
Vasingron.
1»1 EXAMINATION
(211 BY MR. VASINGTON:
lUI Q: Good afternoon.
1231 A: Good afternoon.
1241 Q: Would you please turn to Page 37.
At the
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(11 top of the page. on Lines 1 to 3, you
sute that 121 NYNEX proposes to furnish
certain of its basic (31 services for resale
andtowitbholdothenfromthe [",resale
market bUt at wholesale prices that are
set 151 equal to its retail prices. What
specificallyare (6] you referring to there?
[71 A: It's myundel'Sfanding-whatI'm 181
referringto there is bundledservices.It·s
my (91 undel'Sfanding that premium ser­
vices, for example, (101 and flat-rate
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